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Cost Problems of Department Stores *
By J. P. Friedman
The ordinary manufacturing business divides its cost into two 
parts: the cost of manufacturing and the cost of distribution, 
the latter consisting of selling and administrative expenses. The 
costs of a department store are also divided in two parts: the cost 
of merchandise and the operating expenses consisting of selling 
and administrative expenses. These two phases of the problem 
will be discussed separately.
Cost of Merchandise
As in any other business, cost of merchandise sold in a depart­
ment store is computed by adding to the inventory at the begin­
ning of the period the purchases during the period (including 
manufacturing costs) and deducting therefrom the inventory at 
the end of the period. The principal problem of the store is to 
determine as accurately as possible the value of the inventory. 
When one considers the large number and varying types of items 
entering into a department-store inventory, it is evident that it 
would be an Herculean task to attempt to go back to original 
invoices to determine the cost of each item in stock and then to 
consider whether the present value of each item is less than the 
original cost, so as to determine an inventory value based on the 
ordinarily accepted formula of cost or market, whichever is 
lower. Because of the practical impossibility of this task, the 
department store, over a period of years, has developed a system 
of averages based upon a comparison of the marked retail selling 
price and the purchase price, which is known as the retail method 
of inventories.
Under the retail method, inventories are listed at retail selling 
price only and the total is reduced by a percentage to arrive at cost 
or market, whichever is lower. Obviously, the use of a single per­
centage for the entire store might tend toward a large proportion 
of error, and it is for this reason that a single percentage is not 
used. Instead, separate percentages are found for each selling 
department. In this way, the chances of error are minimized
* An address delivered before the New York Chapter of National Association of Cost Account­
ants, October 16, 1934.
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because overstatements of the percentages in some departments 
will be offset by understatements in other departments, with the 
expectation that in the aggregate the errors will probably offset 
each other and the results will be approximately correct. In a 
large metropolitan department store there are from 100 to 200 
departments for which separate percentages are computed.
The department store, being accustomed to deal in retail prices, 
always calculates its percentages on the basis of selling price. 
With a cost of $1.00 and a selling price of $1.50, the percentage of 
marked profit would be 33⅓%. Throughout this paper, there­
fore, when reference is made to percentages it should be under­
stood that the percentages are being used in the department-store 
sense: percentages based on the retail price rather than on cost.
The percentage which is used to reduce the retail price of the 
inventory to cost or market, whichever is lower, is known in 
department-store circles as the departmental percentage of 
marking. It is the determination of this percentage which gives 
rise to many problems which will now be discussed.
When a purchase invoice is received, it is the practice to have 
the buyer or his assistant enter thereon the retail selling price of 
each item; and it is from these notations that price tickets are pre­
pared and attached to the merchandise. The invoice is then sent 
to the office where the retail selling prices are extended and the 
retail price of the entire invoice is determined. When the invoices 
are entered in the purchase book or voucher register, entries are 
made, not only of the cost, but also of the total retail selling price. 
At the end of the month the purchase book or voucher register is 
totaled, and these total amounts are added to the inventory at the 
beginning of the period and the previous months’ purchases and, 
from the totals thus computed by departments, are calculated 
percentages which represent the percentages of original marking. 
It may be found that the percentage for a department is, say, 
38%. When this 38% is deducted from the closing inventory of 
that department at retail it should result in getting back to 
original cost.
So far only the original marking of merchandise has been con­
sidered. It is necessary in many cases, however, to reduce the 
selling price of certain merchandise to meet competition, to clear 
stocks at the end of the season or for many other reasons. As­
suming that an article had been purchased for $1.00 and marked 
to sell for $1.50, giving a percentage of marking of 33⅓%, and
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that it is now necessary to reduce the selling price of the article to 
$1.20, giving a revised percentage of marking of 16⅔⅔%, the ques­
tion arises in valuing the inventory whether 33⅓% should be 
deducted from the revised retail price of $1.20 or only 16%%. 
It will be seen that deducting 16⅔% would result in returning to 
the cost of $1.00. But, as it has been necessary to reduce the 
retail price of the article from $1.50 to $1.20, can we say that the 
article is still worth $1.00 even though it cost $1.00? The 
general assumption under the retail method of inventories is that 
if it has been necessary to reduce the selling price of the article it 
can no longer be inventoried at cost. For this reason the retail 
method calls for reducing the $1.20 by the percentage of original 
marking of 33%%, in order to arrive at a value of $.80, which 
is looked upon as being more nearly cost or market, whichever is 
lower. Certainly if a store is planning to mark up its goods 
33%%, it would not pay more than $.80 for a new article to be 
sold at $1.20, and an old article should not be priced on a higher 
basis than a new one. The practice under the retail method of 
inventories, therefore, is not to take mark-downs into considera­
tion in determining the departmental percentage of marking.
The converse case may now be considered. It is assumed that 
an article is bought for $1.00 and marked at $1.50, giving a per­
centage of original marking of 33%%, and that, because of the 
advance of market price or for any other reason, the buyer decides 
to increase the retail price of the article from $1.50 to $1.60. On 
the basis of the revised retail price we have a percentage of mark­
ing of 37%%. The question now arises whether the $1.60 should 
be reduced by the revised percentage of 37%% or the original 
percentage of 33%%. It will be seen that the reduction of the 
$1.60 by the original percentage of 33%% will result in a price of 
$1.07, whereas the use of the revised percentage of 37%% will 
result in a price of $1.00, the original cost. It is the almost uni­
versal practice, of course, not to take up inventory at a figure 
higher than cost, and it is for this reason that, in the case of a 
mark-up, it is necessary to increase the percentage of marking so 
that the figure derived from its use will not be above cost. This is 
the practice under the retail method of inventories. Mark-downs 
are not allowed to affect the departmental percentage of marking, 
but the contrary is true of mark-ups.
If a suit of clothes be purchased in a department store, it is 
usually necessary to make some minor alterations for which no 
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charge is made. Nevertheless, some labor and other costs are 
incurred by the store. Should these costs be added to purchases in 
determining the departmental percentage of marking? It will be 
seen that if they are added to purchases they will result in a lower 
percentage of marking and consequently a higher inventory on 
the basis of cost or market, whichever is lower. But these costs 
are incurred only for merchandise already sold and they have no 
applicability to the remaining inventory. For this reason it is the 
practice not to consider alteration costs in arriving at depart­
mental percentages of marking, although, obviously, they do 
form part of the cost of goods sold.
The method followed in a department store to determine the 
departmental percentage of marking employed to reduce the 
inventory from retail to the basis of cost or market, whichever is 
lower, has now been outlined generally. There are other problems 
of less importance, such as the handling of mark-down cancella­
tions and mark-up cancellations, which need not be discussed at 
this time.
It is evident that the retail method of computing inventories is 
based upon a system of averages. As such, it is subject to all the 
limitations of any such plan. The departmental percentage of 
marking is determined from inventory at the beginning of the 
period and the purchases during the period. When used to re­
duce the inventory at retail to the basis of cost or market, which­
ever is lower, the result can be correct only if the percentages 
themselves are fair and are applicable to the goods remaining on 
hand. In any department of a store there is a wide variation in 
the percentage of marking of individual items, and the depart­
mental percentage of marking represents the composite of such 
rates. Is it fair to assume that high-percentage-marked and low- 
percentage-marked merchandise will be in the inventory in 
relatively the same proportions as in the opening inventory and in 
purchases during the period? If not, and if there is more high- 
percentage-marked merchandise remaining in the inventory, the 
tendency will be to overstate the closing inventory by the use of 
the retail method. On the other hand, if there is more low- 
percentage-marked merchandise in the inventory the tendency 
will be to understate the closing inventory. It is difficult to 
determine which way the error will fall and yet it is clear that there 
is some degree of error. It is hoped, however, as already ex­
plained, that by use of separate percentages for the individual 
108
Cost Problems of Department Stores
departments these errors will tend to offset each other. In any 
event, the element of error from year to year should be approxi­
mately the same, and, therefore, although the balance-sheet 
figures might be somewhat understated or overstated, the tend­
ency should be that the profit-and-loss figures will not be affected.
There has been considerable discussion as to whether, in de­
termining the departmental percentage of marking, it is necessary 
to take into consideration the purchases for only a single month, 
for a half year, for a full year or for some intervening period. It 
is evident that there would be an important difference in the re­
sult, depending upon the period used, particularly in a year like 
1933 when it was necessary to increase percentage of marking 
by several per cent to take care of the sales tax and the increased 
costs occasioned by the N. R. A. Heretofore it has been the 
common, although not universal, practice in calculating percent­
ages to take into consideration the purchases for an entire year. 
Opinion is now changing to the use of purchases for six months 
only, although there are some people who advocate the use of 
percentages based upon a single month’s purchases, plus, of 
course, the opening inventory in each case.
There are many costs incurred in a department store in pur­
chasing merchandise and placing it on sale which have been the 
subject of discussion. The question has been whether these costs 
are to be treated as operating expenses or are to be added to 
purchase cost and taken into consideration in arriving at the de­
partmental percentage of marking. Such items consist of (1) in­
ward transportation, (2) foreign buying costs, such as traveling 
expenses and the cost of maintaining foreign offices, (3) other 
purchase costs such as buyers’ salaries, (4) receiving and marking 
expenses.
In inward transportation some rather large costs are incurred, 
particularly for heavy items, and it is almost the universal prac­
tice to treat such costs as part of the cost of merchandise and to 
consider them in fixing the departmental percentages of marking. 
In foreign buying costs, the expense manual prepared by the 
National Retail Dry Goods Association calls for the exclusion of 
such items from purchases and for their treatment as operating 
expenses. From a conservative point of view this method is to be 
recommended, although it is not generally followed. The other 
two items (buyers’ salaries and receiving and marking expense), 
it might be thought, form a part of cost of merchandise as much 
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as does the merchandise itself, yet the practice of department 
stores has been conservative and the expense manual calls for the 
handling of these items as operating expenses rather than as part 
of the cost of purchases. This is generally done.
The problem of obsolete and partly obsolete merchandise and 
overpriced merchandise is a very important one in a department 
store. Unfortunately the stores of the country, by and large, 
have paid relatively little attention to this problem from an in­
ventory point of view. With the exception of a few of the more 
enlightened ones, the stores have been content to reduce the in­
ventories at retail by the departmental percentages of marking 
and to let it go at that. The loss has been taken in the year when 
the merchandise has been sold so that there has been an overstate­
ment of the closing inventory in some years, with a shifting of 
inventory losses from year to year. And yet the stores have at 
their disposal a method for measuring, in a general way, the ex­
tent of this situation. Most stores throughout the country use 
season symbols on all price tickets, and these are changed semi­
annually, so that, when an inventory is taken, it is possible to 
arrive at an aging departmentally. No total store figures as to 
age of inventories in department stores had been made public 
until the beginning of this year, when Harvard university, in 
its study (made under a grant from the National Retail Dry 
Goods Association) of operating results of department and spe­
cialty stores gave such figures in its report for 1933. They show, 
for example, for stores with net sales of over $20,000,000 each, 
a common figure for merchandise over a year old of 7.5% at the 
end of 1933 compared with 14.6% at the end of 1932. For stores 
with net sales of from $2,000,000 to $4,000,000, the common 
figure for merchandise over a year old at the end of 1933 was 
15.5% compared with 27.7% at the end of 1932. Of course, 
increases in aggregate inventories accounted somewhat for the 
decrease in the percentages at the end of 1933, but only to a lim­
ited extent. Certainly, if it was possible at the end of 1933 in 
stores with sales of over $20,000,000 to reduce the common 
figures for merchandise over a year old to 7.5%, the percentage 
of 14.6% at the end of the previous year was excessive. The 
excess was probably brought about by the failure, while the de­
pression was in full swing, to clear old stocks and to mark down 
the merchandise sufficiently to induce sales. Yet, as it has al­
ready been explained, very few stores provided reserves against 
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this condition. The subject is now being discussed seriously 
in retail circles, and it is hoped that from this discussion will 
evolve some plan for providing reserves to take care of such a 
situation, which exists in many stores at all times.
The department store has little occasion to use orthodox cost 
accounting, except perhaps in its alteration and work rooms. 
Most stores alter women’s and men’s clothing and in addition 
actually manufacture some merchandise, such as women’s hats. 
In these cases the total expenditures involved, however, are not 
large and generally an estimate is made of material and labor 
with occasionally a percentage for overhead, without any attempt 
at exact job or other costs.
Expenses
The National Retail Dry Goods Association, which has been in 
existence for many years, through its controllers’ congress has 
outlined a uniform expense classification for department stores. 
This has been revised several times, the last revision about six 
years ago. It is a comprehensive classification and covers ap­
proximately the same ground as other uniform classifications of 
accounts, such as those designed by the governmental bodies for 
railroads, gas and electric companies, etc. It is subject to the 
same limitation as these other classifications, namely, that while 
it tells where certain classes of expenses are to be charged, it does 
not, in controversial matters, outline how the amounts of the 
expenses are to be determined. Like these other classifications, 
it does not attempt to set forth or to differentiate between main­
tenance and capital expenditures; it does not attempt to outline 
uniform rates of depreciation for buildings, furniture and fix­
tures, delivery equipment and other classes of fixed assets; it 
does not deal with the controversial subject of extraordinary 
charges and credits and whether these are adjustments of profits 
or surplus; nor does it attempt to state the types of reserves to be 
provided against balances due from customers for charge and in­
stalment sales or to outline some uniform basis for determining 
the amounts to be set aside. As a result, there is little uniformity 
in these matters and constant discussion.
The expense manual does, however, present a compromise on 
the old cost-accounting question of whether or not interest 
should be charged on capital. It provides for a partial charge. 
Interest at the rate of 6% per annum on inventories and accounts 
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receivable only is included as an expense. This results, practi­
cally, in a charge for interest on net current assets.
For many years Harvard university, in cooperation with the 
National Retail Dry Goods Association, has been collecting figures 
showing the operating results of department stores of various sizes 
and has been issuing annual reports thereon. These reports 
show the tremendous increase over a period of years in the per­
centage of operating expenses of stores. For example, during the 
year 1923 the common figure for operating expenses of the report­
ing department stores (including interest on inventories and ac­
counts receivable) was 28.4%. By 1929 this had increased to 
32.3% and by 1932 to 39.5%, while in 1933 there was a reduction 
to 38.1%. During the period from 1929 to 1933 there was a 
decline in dollar sales of approximately 40%. Of the 1933 ex­
penses of 38.1%, interest on capital was 2.1%, leaving actual 
expenses of 36%. Of this percentage 18.3% represented payroll, 
slightly more than 50% of the total.
The operations of a department store are controlled, in the 
main, by individual departments. The average sale is relatively 
small—a little over $2.00 in the larger stores—so that it can 
readily be seen that any department-store operation must involve 
a mass of detailed transactions. Once having settled the prob­
lems which have already been referred to in relation to the retail 
methods of inventories, there is no great difficulty in determining 
the gross profit departmentally, except for this mass of detail. 
The difficulty arises in attempting to determine a net profit by 
departments. Here we meet all the problems of allocation and 
apportionment with which the cost accountant is most familiar.
The figures of Harvard university for 1933 show a common 
figure, 38.1%, for operating expenses. A rough analysis of the 
expenses entering into this percentage shows that about a third 
represents direct expenses and that the remaining two-thirds 
consist of indirect and semi-direct expenses. With such a large 
percentage of indirect and semi-direct expenses, it is quite evident 
that any apportionment of expenses to individual departments 
must necessarily raise a host of questions. A committee of the 
controllers’ congress of the National Retail Dry Goods Associa­
tion has attempted to outline a method for allocating operating 
expenses to departments, but, upon the presentation, the report 
was accepted merely as suggestive, as there was much room for 
difference of opinion.
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The largest item of expense in a department store is the 
group covering rentals—consisting of such items as rent, taxes, 
interest, insurance, depreciation of building and equipment and 
light, heat and power. This group represents about 25% of the 
aggregate expenses of the store. The usual method of distribut­
ing these expenses to selling departments is on the basis of the 
relative value of floor space. A weighting is first assigned to the 
main floor, show windows, basement and upper floors. The main 
floor, obviously, is worth many times any other space, and the 
top floors are worth the least. The relative value of various lo­
cations on each floor is then estimated. Proximity to entrances, 
elevators, escalators, windows, etc., is taken into consideration 
in fixing the differential. It is evident that there is considerable 
room for difference of opinion, irrespective of the decision reached. 
Buyers may differ as to the relative values assigned to the floors, 
or they may take the position that the space assigned to them is 
too costly for the character of their business, or they may state 
that the amount of space they have is too large for their require­
ments. Yet the management must take into consideration the 
most effective layout to attract customers and, particularly if the 
capacity of the building is too great, it has the problem of filling 
the space, irrespective of the view of a buyer as to the require­
ments of a particular department. The apportionment made 
must, therefore, be considered carefully before any radical 
changes based upon the results are made.
The next largest item of expense in a department store consists 
of salaries of buyers, direct “sales help” and indirect “sales help.” 
Most of these expenses can be charged to departments directly, 
except some apportionment required for indirect “sales help”; 
but in this case, generally, only a few departments are involved 
at a time.
Another important class of expenses is the advertising group. 
The cost of newspaper space can be apportioned to departments 
without difficulty, on the basis of number of lines, except adver­
tisements of an institutional character and the salaries and other 
expenses of the advertising department, which it is necessary to 
apportion by some indirect method—generally a percentage of 
sales.
Delivery expenses form another important group. Here the 
apportionment is commonly made on the basis of the number of 
packages delivered for each department, with a differential for 
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size of package. A table of differentials suggested by the 
National Retail Dry Goods Association gives a weighting of 1 to 
hosiery, 11/2 to women’s dresses, 4 to domestic rugs, 5 to uphol­
stered furniture, 50 to pianos, etc. On the whole, this is a satis­
factory method of distributing delivery expenses.
No mention has been made of the administrative group of ex­
penses, consisting of the payroll of the executives, the accounting 
offices and the superintendent’s office and of their supplies, of 
taxes (other than those on real estate), of losses from bad debts, 
of telephone and telegraph, of insurance and of miscellaneous 
expenses. This class of expenses amounts to between 15 and 20% 
of the total. With few exceptions, such expenses are distributed 
to departments on the basis of net sales. This is probably the 
best basis that can be devised for prorating these expenses with­
out undertaking a tremendous amount of work, and yet it neces­
sarily gives rise to many questions. Consider the problem, on 
the one hand, of a large department which has an efficient buyer 
and is operating profitably, to which the executives devote hardly 
any time, and, on the other hand, a department with sales of only 
a fraction of those of the first, which has not been operating 
properly and to which the executives are devoting an immense 
amount of time. Yet, using the basis of net sales, the profitable 
department will be charged with executive salaries many times 
those of the losing department. It is the same type of question 
which is met in practically all cost work and has arisen time and 
again.
On the whole, the problem of prorating expenses in a depart­
ment store is similar to that of prorating burden in the determina­
tion of manufacturing costs. Whatever method is adopted is 
open to criticism because it is impossible, without an inordinate 
amount of work, to take into consideration every condition 
which would affect the cost of a given production order in a 
manufacturing business or the cost of distribution in a given sell­
ing department in a department store. As a practical matter, it 
is impossible to do more than to approximate an equitable appor­
tionment. The results must necessarily be accepted with the 
proverbial grain of salt.
As in other businesses, the problem of the department which 
fails to show a net profit constantly presents itself. Here there 
is the old problem of indirect expenses, such as administrative 
and occupancy expenses, which would continue probably in full 
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even if the departments were abolished. It becomes necessary, 
therefore, to determine whether the gross profit is sufficient at 
least to cover direct expenses. If a department more than covers 
its direct expenses, it is contributing something toward the general 
burden and the situation is quite different from that of a depart­
ment which does not cover its direct expenses. This in itself 
might not be the full answer, because if the plant is somewhat 
too large for the volume of business of the store, certain expenses, 
such as sales-people’s salaries, which are considered direct ex­
penses, must in such cases probably be continued, even if the de­
partment is abolished, because it is necessary to have a minimum 
number of employees on a floor at all times for policing work even 
if they make no sales.
In departments showing a net profit, the question often arises 
as to whether certain items in those departments, often those 
which have a low unit of sale, do not in effect show a net loss 
which is not disclosed, because the figures are compiled by de­
partmental total only. Here it is not only a problem of allocating 
the direct, semi-direct and indirect expenses to departments in 
order to answer this question, but also of estimating a sub­
division of the expenses allocated to a single department. As can 
well be imagined, the possibility of error is great.
For many years there has been criticism of the high spread be­
tween the purchase price of an article by the department store 
and its sales price. This may be due to two conditions: the store 
may be making an excessive profit or its costs may be high.
The first of these possibilities can be dismissed quickly. The 
Harvard reports show that the reporting stores in 1930 showed a 
profit of 2.6% of net sales, for 1931 a profit of 1.0%, for 1932 a 
loss of 2.4%, and for 1933 a profit of 1.8%. Certainly, these 
percentages do not indicate an excessive profit.
The criticism must therefore be directed at high costs. Before 
the war the percentage of operating expenses was probably less 
than 25% and, as already indicated, by 1923 this had risen to 
28.4%, by 1929 to 32.3% and by 1933 to 38.1%. Leaving out of 
account the period of the depression, when the fall in volume was 
so large a factor, we find an increase in operating expense of from 
less than 25% before the war to 32.3% by 1929. What is the 
cause of the continuously rising expense percentage? Obviously 
there are many reasons, but I believe the most important one is 
style. Over a period of years, the public has become increasingly 
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“style-conscious.” For the department-store buyer this means 
buying in smaller lots, buying more often and buying more care­
fully. For the store, it means a larger investment in furniture 
and fixtures in order to display the merchandise properly. For 
the sales people it means a longer time required for each sale in 
helping a customer make selections. For the customer it means 
more time in making purchases and more frequent returns and 
deliveries. Each of these elements is costly, and the more the 
field of style merchandise is extended the more it will tend to 
increase operating expenses. It is probable that there can be no 
important reduction in the department store’s cost of distribu­
tion so long as we wish to retain our present method of living.
It will be evident from this discussion that the department 
store deals with a larger mass of information than the ordinary 
manufacturing business and that, while its cost problems are 
somewhat different from those of the manufacturer, they have a 
similarity to those problems. It is quite probable that the de­
partment stores have not gone as far as the manufacturers in 
discussing their cost problems and that a little more of the cost­
accounting approach to solution would be of an inestimable help 
to them.
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